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American Institute of Accountants
Board of Examiners

Examination in Auditing
MAY 18, 1921, 9 A. M. to 12:30 P. M.
Answer all the following questions:

1. You are engaged to make a balance-sheet audit of the A. B. Co.,
a corporation trading in certain patented machines, of which
it owns the patents, and in certain accessory materials neces
sary to their operation. The company owns no plant but
buys its stock-in-trade from the actual manufacturers. The
bulk of its business consists of outright sales, but it also
leases some of its machines at a nominal rental under con
tracts which bind the lessees to buy from itself all the acces
sory materials. It owns four patents, which are 20, 19, 18
and 5 years old respectively. For the first three patents it
gave practically all of its capital stock and some cash; the
remaining patent covers valuable improvements on the orig
inal machines invented by one of the officers and is assigned
to the company without compensation, but the company has
charged the expenditures, including part of officers’ salaries,
on these improvements to the property account. No amorti
zation of the patents has ever been charged off.
On your arrival at the company’s office on January 15, 1921,
the following balance-sheet of December 31, 1920, is handed
to you.
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BALANCE-SHEET—DEC. 31, 1920
Assets :
(a) Cash: in banks .....................................................................
“ petty cash fund .................................................... $....
(b) Notes receivable: trade, officers’ and other, mingled in one
account without distinction .................................. .
(c) Accounts receivable: trade, officers’ and other, not classi
fied, and no provision for bad debts ......................
(d) Investments: stocks, treasury stock and Liberty and other
bonds, at cost, which is higher than present market value
(e) Inventories: from perpetual inventory book, no actual in
ventory ever having been taken .............................
(f) Contract machines: machines leased under contract, the
cost values thereof being about 25% of the total amount
charged to this account, the difference being said to be
the cost of building up this particular part of the business
in past years .................................................. ........
(g) Property account, includes cost of patents, expenditures
for improvements thereon, patterns, designs, office furni
ture and fixtures, etc., not classified in any way....

$....

$....
$....

$....

$....

$....

Total assets ....................................................................
Liabilities :
(h) Notes payable: trade and banks, not classified .................. $....
Total liabilities ..............................................................

$....

$....

(j) Capital stock: authorized and outstanding ....................... $....
Net worth .......................................................................

$....

State how you would proceed to verify each item of the fore
going balance-sheet, in view of the facts submitted, and also
what steps, if any, you would require the company to take
before you would sign an unqualified certificate.
(Number each answer to correspond with the item number
on the balance-sheet.)
2. You are called upon to audit the accounts of December 31,
1920, of a company incorporated in the state of New York,
which owns all the capital stock of two other companies, one
incorporated in Great Britain and the other in Russia.
No reports have been received from the Russian company since
December 31, 1917. All the intercompany transactions have
been recorded on the books at the pre-war rates of exchange.
Before giving an unqualified certificate to the consolidated
balance-sheet of these companies at December 31, 1920, on
what basis would you require the accounts to be stated in
regard to fluctuations in exchange and possible loss on
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Russian assets, assuming that the balance-sheet of each
company revealed the following assets and liabilities?
Goodwill
Capital stock
Plant and equipment
Accounts and notes payable
Inventories
Surplus
Accounts receivable
Cash

3. In auditing the accounts of a stock broker, what would be the
first matters to which an auditor should direct his attention?
Give reasons for your answer.
4. In auditing the December 31, 1920, balance-sheet of a textile
mill, you find that there are large contractual obligations for
the purchase and future delivery of raw cotton at prices con
siderably above the market price at that date.
Draft a letter to the client outlining your reason for wishing to
qualify your certificate, if no allusion is to be made in the
balance-sheet to the foregoing fact, and suggesting alterna
tive methods of statement which would meet with your ap
proval and enable you to append a clear certificate.

5. When conducting an audit of the accounts of a corporation,
you find that no allowance has been made for depreciation on
buildings, machinery and plant, and on inquiry you are met
with the statement that the appreciation on real estate offsets
any depreciation that may have taken place in the physical
plant.
Prepare a memorandum for submission to the board of directors,
setting forth your views on the subject.
6. A firm having several branches maintains in its ledger an ac
count with each branch, and charges to such account all
goods sold to the agent for stock, accounts receivable arising
from sales by the branch within its territory and cash col
lected by the branch. At the end of the year the balance of
each branch is treated as an ordinary account receivable and
is included in the general debts due the firm. In certifying
the accuracy of the firm’s balance-sheet, would you pass such
accounts receivable? If not, state what objections there are
to this method and how you would deal with the accounts.
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Examination in Accounting Theory and Practice
PART I.
MAY 18, 1921, 1 P. M. to 6 P. M.
Answer questions 1 and 2 and any three other questions:

1. Following are the trial balances of Company A and its sub
sidiaries at December 31, 1920:
Debits

Co. A
Cash ....................................................... $ 75,000
Accounts receivable ..............................
350,000
200,000
Notes receivable ...................................
150,000
Inventory, raw material, Jan. 1, 1920..
650,000
Purchases, raw materials ....................
450,000
Labor .....................................................
190,000
Manufacturing expenses .....................
85,000
Selling expenses ....................................
45,000
Administrative expenses .......................
80,000
Inventory, goods in process, Jan. 1, 1920
90,000
Inventory, finished goods, January 1,1920
900,000
Plant and equipment .............................
875,000
Investment in stock of Company B. ...
Investment in stock of Company C.... 1,200,000
$5,340,000
Credits
Capital stock ......................................... $3,000,000
110,000
Notes payable .......................................
100,000
Accounts payable ..................................
500,000
Bonds payable .......................................
5,000
Premium on bonds ..............................
100,000
Reserve for depreciation ....................
Sales ..................................................... 1,400,000
125,000
Surplus ..................................................

$5,340,000

$

Co.B
50,000
190,000
60,000
105,000
400,000
320,000
190,000
40,000
25,000
70,000
65,000
400,000

$1,915,000

$

Co.C
60,000
420,000
40,000
160,000
510,000
370,000
205,000
75,000
35,000
75,000
80,000
750,000
..........

$2,780,000

$ 500,000 $ 800,000
60,000
80,000
65,000
250,000
.......... ..........

60,000
1,050,000
160,000

112,500
1,250,000
307,500

$1,915,000

$2,780,000

The inventories at December 31, 1920, were:
Raw material .........................................
Goods in process ..................................
Finished goods .....................................

Co. A
$280,000
95,000
135,000

Co.B
$175,000
80,000
145,000

Co.C
$210,000
85,000
105,000

Company A purchased the entire stock issues of Companies B
and C at January 1, 1920, at the prices shown in the trial
balance. During the year each of the three companies de
clared and paid a 5 per cent. dividend. Company A took
up its dividends from Companies B and C by credits to
surplus. The various entries for the dividends were the only
entries affecting the surplus accounts during the year.
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At December 31, 1919, Company A’s inventory of raw material
included goods purchased from Company B at a price of
$60,000, the cost thereof to Company B being $40,000.
At the same date Company B’s inventory of raw material in
cluded goods purchased from Company C for $75,000 on
which Company C made a profit of $25,000.
During 1920, Company C sold goods to Company B at a price
of $200,000. These goods cost Company C $160,000. Com
pany B still owes $30,000 on these purchases, the indebted
ness being included in the accounts payable.

During 1920, Company B sold goods to Company A at a cost
of $300,000 and at a selling price of $375,000. Company A
made cash advances totaling $400,000 to Company B during
the year. The sales just mentioned were charged against the
advances account, the $25,000 balance of which is included
in Company B’s accounts payable.
The inventories at December 31, 1920, include inter-company
profits as follows:
Raw
material
Company A ............................. $20,000
Company B ............................ 30,000

Goods
in process
$5,000
6,000

Finished
goods
$4,000
5,000

Company A’s bonds were issued July 1, 1920. They bear 5
per cent. interest, payable semi-annually and mature in five
years. No interest has been paid.
Allow depreciation at 5 per cent. per annum on the cost of the
fixed assets.

Prepare the following consolidated statements:
Cost of goods manufactured and sold.
Profit and loss statement.
Surplus statement (showing as the final balance therein the
surplus balance appearing in the consolidated balancesheet) .

Balance-sheet.

2. Prepare a statement of resources and their application for the
12 months ended December 31, 1920, using the following
data.
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THE HALL MANUFACTURING COMPANY—BALANCE-SHEETS
Assets
Dec. 31,1919
Dec. 31,1920
Cash ...............................................$ 5,000
$ 1,800
Accounts receivable ..................... 30,000
32,000
Raw material .................................. 12,000
14,500
Goods in process ........................... 16,000
17,500
Finished goods ............................. 21,000
19,000
Land ................................................ 70,000
100,000
Buildings ...................................... 115,000
170,000
Machinery ...................................... 90,000
100,000
Tools .............................................. 26,000
23,000
Patents ............................................ 30,000
28,000
Discount on bonds .....................................
2,000
Investment in stocks .................... 25,000
........
Advances to salesmen ..................
500
1,000
Unexpired insurance ....................
300
250
$440,800

Liabilities
Accounts payable ......................... $ 35,000
Notes payable .............................. 25,000
Bank loans .................................... 20,000
Bonds payable .............................. 200,000
Reserve for depreciation, buildings
and machinery ..................... 20,000
Reserve for bad debts ..................
1,200
Reserve for construction ............ 16,000
Capital stock ................................ 100,000
Surplus ......................................... 23,600
$440,800

$509,050

$ 10,000
5,000
........
300,000

29,000
1,500
20,000
100,000
43,550
$509,050

Following is an abstract of the surplus account:
Dec. 31, 1919 Dec. 31,1920
Balance, January 1, 1920 ...........................
$23,600
Add net profit for 1920 ...'.......................
8,950
“ appraisal increase in land ................
30,000
Total.....................................................
Deduct credit to reserve for construction.. $4,000
Dividends paid December 31, 1920 .... 15,000

62,550

Balance, December 31, 1920 .....................

43,550

19,000

Depreciation was provided during the year as follows:
Credited to reserve for depreciation, buildings and machinery. .$10,000
Written off from tools .................................................................. 5,000
Written off from patents .............................................................. 2,000

During the year machinery which cost $7,000 was sold for
$6,000. The loss was absorbed in the reserve for deprecia
tion.
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3. A, B, C and D have decided to dissolve partnership. To that
end they have liquidated all their liabilities, and at the date of
the first division of cash among the partners the conditions
are as follows:
Partners
Capitals
A .................................. $22,000
B .................................. 19,000
C .................................. 12,000
D .................................... 7,000

Totals........................ $60,000

Loans Profit and loss ratio
$ 7,000
40%
6,000
30%
14,000
20%
13,000
10%

$40,000

100%

Cash available for distribution .............................. $20,000
Other assets not yet realized (of doubtful value).. 80,000
$100,000

State which partners should participate in the distribution of
the $20,000; how much cash each should receive; whether the
payments should be applied against the capital accounts or
the loan accounts. Explain the procedure of determining the
distribution. Assume that none of the partners has any pri
vate property.

4. (a) Determine the average life of the following fixed assets
belonging to the Western Hardware Company:
Assets
Cost
Buildings ........................ $100,000
Machinery .................... 70,000
Tools ............................. 20,000
Patterns ......................... 10,000

Estimated Estimated
scrap value life in years
$35,000
20
25,000
15
5,000
10
........
8

(b) After determining the average life of the fixed assets,
state the amount of annual depreciation by the straight-line
method.

5. (a) A company with $500,000 of common capital stock, par
value $100 a share, and a surplus account of $100,000 de
cides to change its capitalization from a par to a no-par basis.
It therefore calls in its 5,000 shares of par value stock and
issues in place thereof 10,000 shares of no-par-value stock.
How should the transaction be recorded? What effect, if
any, will the change to a no-par-value basis have on the sur
plus account?

(b) Suppose that a new company is organized with 10,000
shares of no-par-value stock and that this new company takes
over all the assets and liabilities of the old company at their
book value, issuing all of its capital stock in payment therefor.
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How would the transaction be recorded on the books of the
new company?
6. Define the following:
(f) Contingent reserve.
(a) Income bond.
Co-insurance
clause.
(g) Turnover.
(b)
Amortization.
(h) Subsidiary company.
(c)
Residuary
legatee.
(i) Interdepartmental profit.
(d)
Working
capital.
(j) Franchise.
(e)
ACTUARIAL PROBLEM (OPTIONAL)
7. A company has acquired machinery, which cost $100,000, which
it expects to be able to use for 10 years. The scrap value at
the end of that time is estimated at $25,000. A bond issue
of $75,000 due in 10 years, bearing 6 per cent. interest and
secured by a mortgage on the machinery, was floated at 98
soon after the purchase of the machinery. The trust inden
ture requires that at the end of each year, before the payment
of dividends, a sum shall be set aside and charged against
earnings sufficient to provide a sinking fund on a 5 per cent.
basis for the redemption of the bonds at maturity.
The president of the company is in favor of providing a reserve
for depreciation on the machinery by the sinking-fund method,
using 5 per cent. as a basis, although he does not advocate
creating a replacement fund for the machinery as well as a
sinking fund for the bonds. The treasurer contends that it
is not necessary to provide any reserve for depreciation, as
serting as his reason that the creation of a sinking-fund
reserve and a reserve for depreciation would involve a double
charge against profits and, further, that as the sinking-fund
reserve is obligatory the depreciation reserve is not required.
(a) Compute the amount of the annual contribution to the
sinking fund for the redemption of the bonds.
(b) Set up a table showing the accumulation of the fund, on
the assumption that it earned exactly 5 per cent.
Also indicate the annual entries for the sinking fund and for
the sinking-fund reserve.
(c) Give your opinion as to whether or not there should be a
reserve for depreciation as well as a sinking-fund reserve.
If the sinking-fund reserve is sufficient, what disposition
will eventually be made of it? If two reserves are neces
sary, when and in what manner will they be closed out?
1.0510 = 1.62889463.
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Examination in Commercial Law
MAY 19, 1921, 9 A. M. to 12:30 P. M.

Give reasons for all answers.
NEGOTIABLE INSTRUMENTS

Answer three of the following four questions:

1. The R. I. Company gave the following note in payment for
goods purchased:
$7,500.
Albany, N. Y., June 1, 1920.
Three months after date we promise to pay to the order
of A. B. Corporation seventy-five hundred dollars at the
Albany Trust Company. Value received.
John Smith, Pres.
Elmer H. Brown, Treas.
The note was written on a blank note across the margin of
which appeared the words “R. I. Company.” The note was
discounted for the payee by the Citizens National Bank
and upon non-payment thereof the bank brought suit against
Smith and Brown. Could the bank recover?

2. What constitutes a party a holder of a negotiable instrument
(a) for value, (b) in due course?
3. What are the liabilities of a person who negotiates an instru
ment (a) by delivery, (b) by indorsement without qualifi
cation ?
4. Define a bill of exchange.
CONTRACTS

Answer two of the following three questions:
5. X, a New York dealer, purchased 25 barrels of specially graded
and packed apples from a producer at Hood River, Oregon.
These apples he afterwards resold to Y under a contract
which specified an agreed price on delivery at Y’s place of
business in New York. The apples were shipped to X from
Oregon but, through no fault of either X or Y, were totally
destroyed before reaching New York. Is there any liability
resting upon X ?
6. On January 31, 1921, Travis & Wood, commission merchants
at Buffalo, N. Y., wrote a letter to Vassar & Camp at New
York, offering to sell 500 gallons of linseed oil at a certain
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price per gallon. The letter was received by Vassar &
Camp on February 2, 1921, and they on the same day mailed
a reply to Travis & Wood, accepting the offer and giving
directions as to shipment. On February 3, before the receipt
of the acceptance, Travis & Wood telegraphed, revoking the

offer.
Was the revocation effectual to prevent the consummation of
the agreement?

7. Define an express warranty.
PARTNERSHIP

Answer one of the following two questions:

8. George B. Lewis was a special partner in the limited partner
ship of Bradley & Smith, his contribution to capital being
the sum of $50,000. Under the provisions of the co-partner
ship agreement, the partnership expired January 6, 1921.
On January 7, 1921, Lewis received from the firm the sum
of $50,000, thus withdrawing his contribution to capital.
James A. Grant, to whom the firm had become indebted in
the sum of $75,000, who had been unable to collect his debt,
sued the co-partnership in February, 1921, naming as de
fendants both general partners and Lewis, the special

partner.
Did Lewis have any defence to the action?

9. G and H were copartners engaged in the warehouse business.
H issued a warehouse receipt which represented that the
firm had on storage for Nash & Son 6,500 bushels of wheat.
Nash & Son, on the credit of the receipt, obtained a loan
from Robbins of $4,000, the warehouse receipt being trans
ferred to Robbins. Thereafter Robbins duly demanded the
grain from G and H, when it was found that H, without
knowledge of his copartners, had conspired with Nash &
Son and had issued a false receipt. Robbins thereupon sued
both G and H.

Was G liable in any way?
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CORPORATIONS

Answer both the following questions:

10. Brown, a director of the X Realty Corporation, received from
the Y Construction Company the sum of $500 in payment
for Brown’s services in inducing the X Realty Corporation
to award a certain contract to the Y Company. The X
Realty Corporation afterward learned of the payment and
sued Brown, seeking to recover the amount so paid to Brown
by the Y Construction Company.
Could the X Realty Corporation succeed?

11. To what extent is a corporation bound by agreements made by
its promoters prior to and connected with its incorporation ?
BANKRUPTCY

Answer the following question:

12. Name three “acts of bankruptcy,” the commission of any one
of which by an insolvent person furnishes grounds for the
filing of a petition in bankruptcy.
FEDERAL INCOME TAX

Answer the following question:
13. In June, 1915, A purchased a dwelling for the sum of $15,000.
He resided in the dwelling until December 1, 1920, when
he sold the property at a loss. During 1920 he paid out for
taxes $186, for insurance $60, for repairs $130, for interest
on mortgage $250. His net loss on the sale was $1,200.
In preparing A’s income-tax return for 1920, how would you
treat the items specified?

Examination in Accounting Theory and Practice
PART II.
MAY 19, 1921, 1 P. M to 6 P. M.

Answer questions 1, 2 and 3 and any two other questions:
1. The trial balance of the Occidental Timber Co., on January 1,
1920, was as follows.
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Cash ............................................. $ 2,618.03
Accounts receivable .................... 21,111.17
Inventory .................................... 36,133.32
Unexpired insurance ..................
559.44
Plant and equipment .................. 352,109.75
Timber and lands ....................... 551,539.31
Preferred claims .........................
First mortgage bonds, 6% .......
Bond interest accrued—6 months
Unsecured creditors ..................
Capital stock ..............................
Surplus .......................................

$ 37,011.99
212,500.00
6,375.00
64,471.64
400,000.00
243,712.39

$964,071.02

$964,071.02

The company, being unable to meet its current obligations, the
Western Trust Co. was appointed receiver on January 1, 1920.
The transactions under the receivership for the year following
are hereby summarized:
Purchased logs ....................................................$ 9,646.22
(Half was bought for cash, less cash discounts,
and the balance on credit)
Operating expenses ............................................ 202,972.81
Commissions .......................................................
4,214.14
Demurrage ...........................................................
326.00
Freight, inward ....................................................
585.53
General expense ..................................................
4,837.40
Salaries ................................................................ 12,000.00
Shipping expense........................................... ... 13,574.10
Taxes ....................................................................
1,421.00

All paid in cash.
Allowance for stumpage cut amounting to $50,000 was credited
to timber account. Interest on bonds to December 31, 1920,
was paid in full and the outstanding bonds were reduced to
$200,000, December 31, 1920, by paying off $12,500 at 101.
Sales amounted to $450,000 gross, of which $300,000 was
received in cash as net payment by customers.
Freight allowance tocustomers ............................ $70,510.00
Discounts allowed ................................................
556.33
Discounts received ................................................
500.00
Profit from commissary ....................................
5,000.00
Sundry income ..................................................... 3,500.00

The accounts receivable of January 1, 1920, realized $20,000.00
net. Preferred claims were paid in full. Depreciation of
$3,500.00 was allowed on plant and equipment. Unexpired
insurance on December 31, 1920, amounted to $125.00. In
ventories were $40,000.
Prepare realization and liquidation account, cash account and
balance-sheet, December 31, 1920, also the receiver’s profit
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and loss account, proving the gain shown by the realization
and liquidation account and showing all the elements making
up the net amount.

2. You have been engaged to audit the books and accounts of the
X Corporation for the calendar year 1920. The factory and
other accounting records are at J; the secretarial records are
at K. The company’s product is made to order only.
As a result of your audit at J you have prepared the following:
CONDENSED PROFIT AND LOSS STATEMENT
For the calendar year 1920
Gross sales (shipments) ...................................... $240,000.00
Less return sales and allowances ..................
5,000.00
Net sales ............................................................. 235,000.00
Deduct :
Cost of goods sold (shipped) ....................... 153,300.00

Gross profit on sales ...........................................
Deduct:
Selling and administrative expense ................

81,700.00

Net profit on operations .....................................
Add:
Net financial income .......................................

49,025.00

32,675.00

975.00

Net profit for the calendar year 1920 ............... $ 50,000.00

Before the final preparation of your report you go to K to
examine the minutes of the board of directors. Upon your
examination you find in the minutes, under date of March
12, 1920, the following:

“Whereas, Mr. A, our factory superintendent, and Mr. B, our
general sales manager, are devoting their entire time and at
tention to the affairs of the company and by their faithful
devotion to its interests have increased the output of the com
pany at the factory and the sales at K; and
“Whereas, for this reason it is the sense of the directors that
the said Mr. A. and Mr. B., in addition to the amount of com
pensation regularly allowed them, should be further com
pensated ;
“Therefore be it resolved that fifty (50) per cent. of the net
operating profits of the X Company (after charging this ad
ditional compensation as an expense) arising from the net
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shipments over and above one hundred seventy-five thousand
dollars ($175,000) be divided equally between the said Mr. A.
and Mr. B. as their additional compensation for the year.”

Recast your profit and loss statement to give effect to the above
additional information.

Show your procedure and give proof of your correctness.
3. A and B are in partnership as commodity brokers, A receiving
55 per cent. of the profits and B 45 per cent. In order to
strengthen the financial statements of the firm they agreed
some years ago to turn in as partnership assets certain securi
ties held by them as individuals. Under a separate agree
ment, dividends on these securities as well as profits or losses
from sales were to accrue to each as though separate owner
ship were retained. In addition the partnership as such has
purchased securities which it holds as investments in the
same companies.

You are furnished a trial balance of the general ledger before
closing, which shows the following condition at December 31,
1920:
Dr.
Cash and other current assets ............................... $320,000.00
Securities:
Firm ............................................ $ 50,000.00
A .................................................. 100,000.00
B .................................................. 50,000.00
200,000.00
Office furniture and fixtures ................................
Deferred charges to profit and loss.......................
Expense accounts ....................................................

Cr.

15,000.00
3,000.00
40,000.00
$ 55,864.00
150,000.00

Accounts payable ....................................................
Notes payable .........................................................
Capital accounts:
A .......................................................................
B ........... ..........................................................
Commissions and other earnings (including divi
dends on stocks held by firm) .......................
Dividends received for personal accounts:
A .......................................................................
B ...........................................................................

223,500.00
75,000.00

70,000.00
2,000.00
1,636.00
$578,000.00

$578,000.00

A statement is also handed to you of the securities held, divided
between firm purchases and partners’ individual holdings
above mentioned as follows.
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A
Individual holdings
Book
Value
Shares price
amount
X Company . ...1280
50
$ 64,000.00
Y Company . ... 300 120
36,000.00

Partnership holdings
Book
Value
Shares price
amount
200
50
$ 10,000.00
175 100
17,500.00

$100,000.00

$ 27,500.00

TOTAL

Shares
X Company ..
..1480
Y Company .. ........... .. 475

Value
price
55
140

December 31,1920
amount
$81,400.00
66,500.00
$147,900.00

B
Individual holdings
Book
Value
Shares price
amount
X Company .... 600
50
$ 30,000.00
Y Company .... 200 100
20,000.00

Partnership holdings
Book
Value
Shares price
amount
164
50
$ 8,200.00
143 100
14,300.00

$ 50,000.00

$ 22,500.00

X Company ..
Y Company ..

.

TOTAL

Shares
.. 764
.. 343

Value
price
55
140

December 31,1920
amount
$ 42,020.00
48,020.00

$90,040.00

You are requested by the partners (1) to prepare a balancesheet showing the actual status of each partner’s investment
in the business at December 31, 1920, giving effect to the
appraised value of securities at that date (as indicated by the
total column in the above table) and (2) to submit a scheme
of capital-stock distribution between A and B, for use if the
partnership should be converted into a corporation, each part
ner turning in his individual security holdings to such cor
poration.
Interest has been credited on capital accounts at 6 per cent. dur
ing the year (to A $12,600.00, to B $4,250.00) and such
interest has been included among the expenses.
4. On January 1, 1920, the A. B. C. Company purchased 100
shares ($100.00 par value) of the capital stock of the X. Y. Z.
Company in the open market, paying $9,000.00 therefor, and
entered the item on its books as “investments.”
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On July 1, 1920, the X. Y. Z. Company acquired all the capital
stock of the A. B. C. Company, but continued the subsidiary
thus acquired as a going concern.
On November 1, 1920, the A. B. C. Company declared a divi
dend of 100 shares of the capital stock of the X. Y. Z. Com
pany, payable on November 20, 1920, to stockholders of
record November 15, 1920.
The market value of the X. Y. Z. stock on the dates shown
was as follows:
November 1, 1920, 83⅝; November 15, 1920, 87⅞; November
20, 1920, 91.
Formulate the journal entries necessary properly to record the
dividend transaction on the books of both companies and
comment on the value of the shares on the books of the
X. Y. Z. Company.

5. Under the terms of the mortgage securing the issue of bonds
by a corporation there is a sinking-fund provision, by which
2 per cent. per annum must be turned over to the trustees,
who are empowered to invest the cash in their hands in pur
chasing these bonds whenever they can be obtained at par or
below. During the year under review they have bought
$50,000 at 90 flat and received one-half year’s interest thereon
at 6 per cent.
Show the entries on the company’s books. Indicate whether
its profit and loss or its surplus is affected by the discount
and the interest.
6. How would you distinguish between:
(a) Earned surplus,
(b) Paid-in surplus,
(c) Capital surplus,
(d) Appropriated surplus?
7. What should be the procedure in determining the value of stock
on hand at the time of a fire, the financial books being intact
and showing the amount of an inventory taken four months
prior to the fire?
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